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QUARTERLY REPORT

This report analyzes recent developments in economic activity, inflation and different economic
indicators in Mexico, as well as the monetary policy implementation in the quarter Jaqasch

2018, and, in general, the actiis of Banco de México over the referred period, in the context of
the Mexican and international economic environment, in compliance with Article 51, section Il of
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This text is provided forkfeR S NE Q O 2 y @i yfanSayod Bomz2hy bffieidl Spanish version
ga YIRS o0& . I y ORiscrBpancies$riaylatise Deveen thé dridindl docurirent
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official document.

Unless otherwise stated, this document has been prepared using data available as of May 28, 2018.
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1. Introduction

After having closed 2017 at its highest level since May policy meeting the Governing Boarddecided to

2001, during the first months of 2018 annual headline recalibratethe monetary policy stance by raising the
inflation fell significantly consistent with the target for the Overnight Interbank Interest Rate by 25
expectation presented by this Central Institute in the bass points to a level of 7.50%. Subsequently, in the
previous Quarterly Reportndeed, annual headline  April and Maypolicy meetings, theGoverning Board
inflation decreased from 6.77% to 4.46% between decided to maintain the target rate unchanged,
December 2017 and the first fortnight of May 2018. considering that the adopted monetary policy stance
This performance reflects the monetary |my was consistentwith the declining trend of annual
actions implemented by Banco de Méxiomhich headine inflation towards its target in the forecast

have contributed to prevent secortund effects on horizon.

the price formation process of f[he economi]hus, byO2 RS aSEAO2Qa Y2ySil NB
medium and longterm inflation expectations
remained anchored, although above 3%, and the
Mexican pesadjusted in an orderly manner in light
of an uncertain environment, which has included
tighter external financing to the economy ovére
lastthree years. In this respect, monetary policy has
operated, amongpther channelsthrough its effect

on interestrate spreads between Mexico and the
U.S. allowingthe orderly adjustment in the exchange
rate marketthrough the risktaking channelAt the
beginning of the year, the exchange rate appreciated
in responseto monetary policy actionsto the
weakness ofhie U.S. dollar in that period artd a
perception of improvement in the NAFTA
negotiations. Howeverduring recent weeks the
Mexican pesoweakened, which was associated to
higher external interest rates and the U.S. dollar
strengthening, as well as the wtainty caused by
the NAFTA renegotiations and thpresidential
elections in Mexico.

period was determined in a global environment of
greater uncertainty. Indeed, although in the first
guarter of the year the world economic expsan
remained solid and broatased,and for the rest of
2018 and 2019 solid growth of the economic activity
is stillanticipated risks to the global economy have
increased in the medium and long terms. Among
these risks, higher volatility in internatiohinancial
markets stands out, given the possibdglditional
inflationary  surprises across some advanced
economies, especially in the U.$he escalation of
protectionist measures and the materialization of
certaingeopolitical eventsSome of these riskhave
started to be recently reflected in greater volatility in
financial markets, higher interest rates, the
appreciation of the U.S. dollar against the main
currencies, a lower appetite for risk, a moderation in
capital flows to emerging economies and a
considerable depreciation in most currencies of these
economies, which are facing increasingly tighter
The decrease in headline inflation in the reported financing conditions.

period also reflects the fadingf the effectson annual
inflation resulting from higher energy prices in
January 2017Both core inflation andgspecially the
growth rate of merchandise prices, and nRoore
inflation have showna clear downward trend this
year so far.

Meanwhile, in the first quarter of 2018omestic
economic activity maintained a more generalized
recovery, which stands in consta with the
deceleration over the first three quarters of 2017 and
with the weakness in certain aggregate demand
components up to the third quarter of that year,
In this context, during the period covered by this especially in investmentGoing forward following
Report, Banco de Méxidmcused on maintaining the rebound in the first quarter of 2018h¢ Mexican
monetary stance that would preserve the anchoring economy is expected to grow at a rate close to its
of inflation expectations and wouldeinforce the potential, reflecting a gradual growth of private
downside trend of annual headline inflation towards investment, greater spending on certain public
its target in the forecast horizonndeed, in view of  infrastructure projects and the expansion of exports
the deteriorated inflation outlook in late 2017 and as a result of higher dynamism in the UrRlustrial
considering the estimated tighter monetary production. Thus, slack conditions in the economy
conditions in the U.S. economy, in the February 2018 are expected to remain tight, although no additional

Quarterly Report JanuaryMarch 2018 1
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tightening that could strongly affect inflationis
anticipated.

The higher dynamism of the economy in the first
guarter of 2018 seems to beansitory. Thereforgin
the horizon of the monetary policy impact, the
balance of risks to the economic growth remains
biased to the downside, given the persistent
uncertainty in the economy, in particularthe
possible impact of a change in trade condisowith
the U.Sandof other domestic factors.

The decline in annual headline inflation in the first
months of 2018 isonsistentwith the forecast for this

variable presented by Banco de México in the

previous Quarterly Report. In the future, based on
available information and considering the current
monetary stance, the evolutionf inflation in the
horizon in which monetary policy operates is
estimated to be similar to that published in the last
Quarterly Report. That is, the forecast for headline
inflation presented in this Report @s not imply
considerable changes with respect to those published
in the last Report. However, reflecting the recent
evolution of the different CPl components and of the
different inflation determinants, a relatively lower
trajectory of core inflation is anticipated, which is
offset by slightly higher levels of naore inflation,

as a result of gasoline and LP gas prices that are
higher than the estimate published in the previous
forecast. In this senseannual headline irdition is
expected to continue subsiding, approach the 3.0%
target throughout the year andtay close to that
target in 2019. These forecasts consider an orderly
exchange rate evolutionthe absence of labor
marketrelated pressures and that nesore inflaion

will continue declining in the remainder of 2018 at
the anticipated paceThe balance of rislsr inflation
vis-a-visthe expected trajectory maintains an upward
bias, in an environment of a high degree of
uncertainty.

To guide its monetary policy #ans, the Governing
Boardwill closely follow the inflation evolution with
respect to its forecast trajectory, considering the
adopted monetary policy stance and the horizon at
which it operates, as well as the available information
on all inflation deteminants and mediumand long
term inflation expectations, including the balance of
risks. In particular, the Board will maintain a prudent
monetary poicy stance and will continue to closely

monitor the potential passhrough of exchange rate
fluctuations to prices, the monetary policy stance
relative to that ofthe U.S. and the evolution of slack
conditions in the economyn the face of the factors
that, by their nature, may involve risk$o inflation
and inflation expectations, if necessary the monetary
policy will act in a timely and firm manner to achieve
its convergence to the 3.0% target and to strengthen
the anchoring of mediumand longterm inflation
expectations, for these to reach the said target.

In accordance with the above,ig relevant tostress
0 KI G ly02 RS aSEAO02Qa
generate confidence and credibility over this Central
Fyl1Qa | OtAaz2ya Gz
mandate to procure price stability. Consistent with
the above and in order to continue with the
implementation of better practices of the monetary
policy communication strategy, in addition to the
adjustments to the mannepof presentinginflation
forecasts and the incorporation of a comprehensive
analysis of the cyclical conditions of the economy
starting from the previous Report, on April 30, 2018
the Governing Boardannounced a number of
modifications to its communication strategy: i)
Minutes of theMonetary Policy Decisionsgill include
the @2 (i S NBAand iR &ygelohdissent over the
vote, an eplanation of the reasons will be included;
AAO0 OGN yaONRLIGaAa 27
which monetary policy decisignare madewill be
releasedil 2 G KS Lzt A0 2V
page three years after the respective meeting (a
shorter period as compared tather central banks);
i) the Press Release of the Announcement of
Monetary Policy Decisions as well as the
correspondingMinutes will be published in Spanish
and English simultaneously on the corresponding
dates; and ivpublic speeches ad presentations of
the Governing Boardhembers will be published on
yo2 RS
will contribute to greater transparency and
accountability among th&overning Boardboth as a
collegiate body and on the personal levBimilarly,
they will provide the public with more information
regarding thefactors considerd during monetary
policy decisions, and will expand tlseopeof the
messages contained in different communication
instruments.

2 Quarterly Report JanuaryMarch 2018
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2. Economic and Financial Environment

21. External Conditions economies, especially in the U.S.; ii) a further
escalation of protectionistrade measures, both in

As a reflection of the continuous recovery of trade and investment; and iii) the materialization of

investment and international trade, the world certain geopolitical eventshroughout the analyzed

economy maintained a generalizegpswingduring period, especially over the last weeks, thésception

the first quarter of 2018, although wasat a more of greater risks has been reflected in higher volatility

moderate pacethan in the fourth quarterof 2017* in international financial markets, andspecially it

The more moderate growth rate in the first quarter, | FFSOGSR Y2ad SYSNHAy3I SO

especially in some of the main advanced economies which have faced tighter financing conditions.

(Chart 1) seems tdchave largely stemmed from

. . . Chart 2
transitory factors. In this environment, theeduced World Economic Activity
slack in advanced economies led togradualwage Growth Forecast oBlobal Real GDP

increments, increases in inflation and inflation Annual percent change

expectations in some of these economies. dec’v";ce ’
Chart 1 "] Emergng
Growth in Advanced Economi€&7) 6 1
Real GDP
Annual percent change, s. a. A
3.0 1
Ql 2
2.5 1 0 ¥
2.0 1 2 \/
4 Forecast
15 1 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020 2022
Note: Dotted lines refer to October 2017 forets.
1.0 1 SourceMF, WEQDctober2017and April2018.
0.5 A . ..
2.1.1. World Economic Activity
0.0 -
2014 2015 2016 2017 2018 The U.S. economy expanded at an annualized rate of
2.3% in the first quarter of the year, which compares
s. a./ Seasonally adjusted figures to 2.9% in the previousne. TheGDP growth largely

Note: G7is formed by the U.S., Japan, Germany, France, Italy, Canada and the . .
U.S. Thelataon Canada for the first quantds an estimate. It refers to the moderateddue to the maked slowdown in spending

average annual change weighted by the purchasing power parity. on private consum ption. Among other factors, it
Source: Prepared bBanco de Méxicavith data fromHaver Analytics, J. P. . .
Morganand IMF. reflected the delay in the tax return associated to the

fiscal reform. In contrast, noresidential fixed
The outlook for the rest of 2018 and 20&8ntinues investmentgrew at a solid pace, supported by the
pointing to the recovery of the world economic  rebound in investment in stictures,which offsetthe
activity, supported bya further improvement in the  deceleration of equipment investmenMeanwhile,
labor markets, higher confidencemongeconomic  the accumulation of inventories and net exports
agents and the effects of a greater fiscal stimulus in positivelyinfluencedthe GDP growth (Chart 3). The
the U.S. (Chart 2). Nevertheless, for the medium and economic activity indicators and high consumer and
long terms, unceainty and risks to growth, both g5 dzaay SaasaQ O yar keboSnd OrS LJ2 A
cyclical and potential, and to financial stability have production in the second quarter.
increased. The risks arg:the possibilityof higher
volatility in international financial markets, given
likely inflation shocks in a number of advanced

1 Considering the average annual change weighted by the relative
weight of each economy in the global GDP adjusted by the purchasing
power parity.

Quarterly Report JanuaryMarch 2018 3
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Chart 3
Economic Activity in the U.S.

Real GDP and Components
Annualized percent change and contribution
in percentage points, s. a.

mmm Private consumption

mmmmm Fixed investment

. |nventories

s Net exports
Public spending

—e— Total

AONPRPORNWIEOGOO N ©

2014

2015
s. a. / Seasonally adjusted figures.
Source BEA.

2016 2017 2018

Following a strong growth at an annualized rate of
7.7% in the U.S. industrial activity in the fourth
quarter of 2017, principally thanks to the
reconstruction efforts in the aftermath of the
hurricanes Harvey and Irma, the industrial production
grew 2.3% in the first quarter of the year, as a result,
among other factors, of the drop in demand for
electricity given an unusually warm weathéChart
4). However, by the end of the first quarter and in
April, the dynamism of industrial productidarther
increased, in particular in mining, due to the rebound
in oil and gas extraction activities derived franhilke

in their prices, from the electricity and gas supply as
a result of the normalization of temperature, and
from the manufacturing production, in particular of
capital goods.

2 The trend of the labor paitipation rate largely responds to structural
factors, such as demographic changesplic health aspects and
education, among others.

Chart 4
Industrial Activity in the U.S.
Industrial Production and Components
Annualized percent change and contribution
in percentage points, s. a.

10.0 -
mmmm Manufactures
8.01 == Mining

6.0 4

W Electricity and gas

4.0 —— Total
2.0
0.0
_20 4

-4.0

-6.0 T T T T
2014 2015 2016
s. a. / Seasully adjusted figures.
Source: Federal Reserve.

The dynamism of the U.S. economy continued to be
reflected inthe declining slack in its labor market.
Indeed, norfarm payrollexpanded on averageby
200 thousand jobs a month over the first four months
of the year, which was higher than 177 thousand jobs
created in the same period of 2017 aathove the
required incrementto absorb theincreasein the
labor force (Chart 5a). Thus, the unemployment rate
grew by 3.9%, its lowest level since 2000.
Furthermoee, other indicators, such ake difficulty

to fill vacancies and fluctuations in hiring and
resignation rates reached the puisis levels.
However, the labor participation rate has remained
relatively stable over the lasihonths despite the
demographidrends inthe U.S, which implied that a
higher number of workers could join the labor
market, although this margin seems to be decliming
In this environment, the wage growth rate increased
in the reported period (Chart 5b). Nevertheless, there
is stilluncertainty over how much thesewer slack
conditions in the labor market could be reflected in
significant wage pressures and, therefore, in higher
inflation. This derives from the fact that recently, and
especially starting from the recovery after tigobal
financial crisis, these indicators have been at
particularly low levels, which possibly implied a
flattening of the Phillips curve in view of the greater
trade openness and the technological change. If the
said openness of the economy happens toarmse, it

4 Quarterly Report JanuaryMarch 2018



could lead to new inflation pressuress it could
make this curve steeper (see Box 1).

Chart 5
Labor Market in the U.S.
a)Nonfarm Payroll
In thousands of jobs, s. a.

400
mmmmm Monthly change 3-month moving average
350 April
300
250 \ [
N~
20 h i .
150
100
o | | ]
2014 2015 2016 2017 2018
b) Wage Indicators
Annual percent change, s. a.
6 1 Employment cost index
Average hourly remunerations
5 Atlanta FED Wage Tracker
4 B
3 A
2
Ql

1 T T T T T
2008 2010 2012 2014 2016 2018

s. a. / Seasonally adjusted figures.
Source Federal Reserve Bank of Atlanta &81dS.

For the remainder of 2018 and 2019, the consensus
of analysts still anticipate a solid expansion of the U.S.
econamy, in part supported by #nfiscal impulse and
households: y R
high. However, the growth outlook for this economy
in the medium term could be affected insofar as
certainrecently approvedax provisions expire and
greater fiscal restraint is observetlAs mentioned
above, risks associated with the implementation of
protectionist measures persigts wel] which could
reduce the potential growth by affecting productivity
and increasing input costs, in addition to the effects
that these measures could have on consumption and
investment.

3 In this regard, there are dérent viewpoints on the possible impact of
a higher fiscal deficit and public debt ohnet potential growth in the

Quarterly Report JanuaryMarch 2018
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In the Eurozone, the growth rate of the economic
activity moderated during the first quarter of 2018,
as it expanded at an annualized rate of 1.6% after
growing 2.7% in the last quarter of ZDXChart 6).
This partly derived from strong snowfalls that struck
northern Europe, strikes and weakness in some
demand indicators. Meanwhile, the industrial
production declined at an annualized rate of 2.4% in
the first quarter of 2018. In this environmgnthe
unemployment rate dropped to its lowest level since
December 2008marked 8.5% in March, while the
labor shortage increased and the growth rate of
wages accelerated. The economic activity in the
region is expected to recover in the second quarter,
supported by high households | Y R
confidence, as well advy credit conditions that
remain accommodative.

Chart 6
Economic Activity in the Eurozone
Real GDP
Annualized percent change, s. a.
45 -

4.0
3.5
3.0
2.5 A
2.0
151
1.0 A1
0.5 4

0.0 4

2014 2015 2016
s. a. / Seasonally adjusted figures.
Source Eurostat.

2017 2018

The GDP of Japan contracted at an annualized rate of
ﬁlglygdf? firﬁt I;aq_arlt.]er qQ%y@qr,Ar?Iecting
the drop in fixed and residential investment and the
stagnation of private consumption, as it was affected
by winter storms at the beginning of the year (Chart
7). Neverthelessthe unemployment ratecontinued
to declineand wages in@ased moderately. Thus, for
the second quarter of the year, the economic activity
is anticipated to recoverdriven by higher labor
incomes and corporate revenues, as well as a
rebound in net exports.

future, given the U.S. position as an issuer of a currency that is the
reserve asset.

6dza Ay S&3
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Chart 7
Economic Activity in Japan
Real GDP and Comments
Annualized percent change and contribution
in percentage points, s. a.

10

I Private consumption
mmmm Fixed investment
mmm |nventories
B Net exports

Public spending
—— Total

-10

Ql

2018

-15 +
2014 2015

s. a/ Seasonally adjusted figures.

Source: The Cabinet Office

2016 2017

Emerging economies continuéal recoverduring the
first quarter of the year, and the prospective
indicators suggest that this trend will persist during
the rest of 2018 (Chart 8). dwever, althoud
commodity-exporting economies could still benefit
from higher prices of these products, the countries
with high indebtedness levels and those in need of
external funding could be affected by stricter and
more volatile international financial condition$n
addition, the growth rate in the Asian region is
expected to moderate over the next years, as a result
of the policies encouraged by China to procure a
more moderate and sustained growth. Likewise, the
high indebtedness level and the persistent
uncertanty over the future economic relations with
GKS | ®{® O2dz R I FFSOU
the analyzed period, the indicators of domestic and
external demand in China still reflected strong
dynamism.

Chart 8

Economic Activity in Emerging Econaesi
GDP Growth Forecast in Selected Economies

Annual percent change
201%2011
India

=
o

m October 2017
H April 2018

O P N W b U1 O N 0 ©

201;201

Ch|na Ru55|a Bra2|l
Source IMF, WEOOctober2017and Januarp018.

201 201 201 201

201;201

Mexmo

| KAY I Q4

2.1.2. Commodity Prices

The environment of sustained growth of the world
economy continued to beperceivedin a higher
demand for commodities, which, along with supply
factors, such as the introduction of economic
sanctions agast different producer countries,
generated price hikes. In this respect, the lower oll
production in Venezuela, the risk of restrictions onto
crude oil exports from Iran and the escalationttoé
military conflict in the region, in view of the recent
U.Swithdrawal from the nuclear agreement and the
relocation of the Israel embassy to Jerusalaushed
crude oil prices up (Chart 9a). Industrial metal prices,
in particular aluminum and nickelyent up, in part,
due to the concern over the impact that the U.S
sanctions on Russia could have on their global supply
(Chart 9b). Finally, grain prices (corn and wheat)
exhibited progress in light of the unusually warm
weather conditions that prevailed in the U.S. (Chart

9c).

ANRGGK 2dzif 221 @
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Box 1. The Phillips Curve at the Center of Global Debate

conditions and the possibilitpf the implementation of

protectionist measures otrade and investment, that may
The cyclical recovery after the global financial crisEjGas reverse the globalization process and the diffusion d
been characterized by a clear trend towards lower slacknestechnological innovations, that is, that the negative impact ¢
conditionsin the main advanced economies, in particular inglobalization on the Phillips Curve slope and poysibl
labor markets. Howevegvera large part of this process, the inflation reversesBelow, a model is presentesleekingto
lower slack hasiot been reflected in considerable wage illustrate the riskgo inflation in the case of the U.S. It should
pressures, and, therefore, in higher inflation. be noted that the used model only considers one of th

Thus, failure of wages and inflatioa tespond to lower slack channels b_y which global factors impact inflation_: the on
conditions suggests a possibility that the Phillips Chae rélated to intermediate goods and inputs used in globg
flattened*According to this line of thought, this can bminly ~ Producton chains. Other elements that can also affeq
attributed to the structural factors, such as the emergence ofi nflation, such as the imposition of duties, are not explici
global value chains in the world igration process and the considered in the model.

technological change. In particular, it is argued that thes Estimates

international marketgivesaccess to cheaper intermediate . .
. . This box uses a dynamic model composed by a system of
goods, which lowers the margin for producers and workers to_, .. . X .
. o . Phillips curves, one for inflation of goods as®tvices, and the
raise their prices and wages at the local mar&ter, Borio . . i .
. : . otherone forinflation of wages, and an equation to detemmin
and Filardo, 2017).Thus, an economy can import cerain .
. . < . .. the GDP . The goalis to research for the case of the U.S
intermediate goods produced by anoth€ 2 dzy U NE Qa I . :
ance of a number of structural factors, includin

before facing wage pressures, evenifits own marketis in ti hrtelatlveimpo
g wage p ' 9 global and transitory factors on the inflah dynamics. In
particular, three estimated equations are summarized &

1. Introduction

conditions Similarly, better technology andutomating
processes that sied to be labointensivehave generated

significantsavings in production costs, along wathadditional follows:

a 02 Y LIS G A (itha? deéreades tieibaryeining power of “o = @ +Bhl. "y f Bho—al ot
workers. Consistent with the above, globalization and the Bféo" o &y g Bféio=“ 90 Gt = g
technological progress directffect inflation, via lower costs , ’ o

of inputs and goods, and indirectly, via the flattening of the “8 =@ +Bhilso s Bhovas o
Phillips Curve. Biholly 4 of 06 1+ 141 61+

In contrast, another line of argumenhdicatesthat low B&ol oo ¥ g oo

inflation that has been observed after the GFC is accounted for . _ = - v “

by cyclical or transitory factors. In particular, one of these ;I% _,0%+ Bg 4dXQ o 0Q1 “o1 *

factors is high slack during the first part of this period. It is T ot oo

argued that despitea slightuncertaintyas towhich factors ~ Where:

havepushednflation downwards, they are possibly transitory, “ s = Annual change of personal consumption expenditdegiator,

and some of them are related to the drop in commodity prices' § =Annual change of the hourly remuneration in the rmgricultural
FED, 2018)n line with thisstance inflation will go upnce  Sectot

glackness d)ecreases in the ecoﬁomy and thegeffég?imr wb:_ES“mate ofthe GBP gap ,

transitory factors fadeFinally,as an argumenagainst the Wtr;d;igifnzfsg ported intermediate: goods with respectGR(proxy of

globalfactors, itis stated that prices of tradable goods behavedy,, = change in theratio of the average monthlylabor income of

similarlybefore and after the crisis (IMRWYEOApril 2018) employments listed as at high risk of being replaced by automatizd

To sum up, on the one hand, it is argued that the mainprocesses, with respect to lemsk employments (proxy of the
' ' automatization inversey

determinants thatexplain low 'n,ﬂat'on. are. global and ‘00Q= Fiscal balance with respect to GDP (negative corresponds
structural. In contrast, another point of view is that they are geficit),

essentially transitory factors, reason why inflation will increase’@= Federal funds interest rate

oncetheir effect fades. This discussion is highly relevant for thew} o= Estimate of the world GDP gap (excluding the U.S.), and
U.Scase due to the possible risks of the recently approved™s= Eor terms

fiscalimpulse ontoinflation, in a context of lower slack

1 The Phillips Curve is aquationthat relates the unemployment rat@r another 2 Thisvariable was estimated with data from the population survey of the U.
measure of economic activity, with a measure of wage or prices inflation. Census Bureau arfdom Frey and Osborn@017) occupatiors classification
Traditionally, it has beelbelievedthat there is an inverse relation between the
unemployment rate and inflation.

Quarterly Report JanuaryMarch 2018 7



Banco de México

Equations(la)and (1b) are Phillipscurves of prices and ., _ 006 0066XX)Q, 004 'Q, “. .
salaries, while equatio(R)refers to the determination of the e = (123) 238 183 MG
GDP gapNote that the inclusion of variablg, and its lags in 0_37@%3 .

the first two equations allows to estimate the impactthé 7_64 00

technological change, re presented by thesgile effect of the

automatization on salaries and prices. In turn, varabjend ) ) o )
its lags in equatiorf1b)allow to estimate the impact of the NOte in equation(1b) that the coefficientassociated to
foreign cheaper inputs otie inflation of prices and salaries. In | ¢ 2% 2 IS negative, which suggests that the global impa
addition, via the product of , and ¢y and their lags, it is capturedby yqnable hasindeedflattened the wage Phillips
possible to estimate the degree in which these global variable§UTVe SO this impact has lowered the effect of the output g3
have caused the flattening of the Phillips Curve. Finally®" Wage inflation, and, indirectly, on price inflation. Similar
equation (2) models the output gap as dependent on the fiscaft Utomatization seems to negatively affect price inflatol
deficit, which will allow to estimate the respse of inflation o~ directlyandindirectly, viéts impact on wage inflation. On the
the fiscal impulseThis equation also indudes the world output ©ther hand, results also suggest that transitory factors, such
gap, constructed using the information from the data base of® output gap, affect both price inflaton and wage inflation
GKS ho/5 Lidzot AOFGAZY &9 02y snelisghegegylisars %qugéuﬁ_’“wﬁhzso%ﬁﬂ‘ﬁ?@ﬂﬁﬁfs
effect of global conditions on the cyclical positiofthe U.S. (h€ stances mentioned ithe introduction.

Parameters in equationda)and(1b)were estimated together _Con5|der|ng these r(_asults, ch Gl L aﬂd 2 Bl Sl
using maximum likelihood methods, while parameters inlllu§trate iz i JANEEE! o |nflat|oq ggnerated bY i
equation (2) were estimated usimgdinaryl east squaresThe variablesof global factqrs anql automatization. In pamgular
fact that thefirst two equations are estimated as a system il L Slieies o I7IEIE el SEENE: 5 Greslelren e 1f

allows to establish the effect, for example, of automatzation1® observid vahl_ues of (g||0?jal effects)hand theﬁonelobtairt;ed
on inflation not only directly but also via its impact on Wageassumlngt U IS variable does r_10tc CUISEUECREED UL
inflation. That is, the joint estimation of equatiotia)and(lb) || the inflow of imported inputs in the U.S. had not beer

allows the modeto show the existing interactions among greater. Chart_2 repeats the exercise for the case ndlabed
some of the considered variables. (the technological changeThe results suggest that both globa

factors and automatization contributed to lowering inflation ir
Similarlythe generalto-specificorocedurewas used in the the U.S. during the analyzed period.

estimaion, which implied starting in each case with a high Chart 1
number of lags, which were eliminated when nonger _Inflation Forecast within the Sample
Base scenario and scenario with constant global factors, annual change

statistically significanfThus, the use of a dynamic model allows ~ 5
to consider the possibility that, for example, a technological

improvement may lower inflation not only at the moment N
when itemerges, but also via a lagged impaweertime. 3
N N

3. Results z \vélwi v
1

The estimates were realized at a quarterly freque(it§98

2017) The results can be summarized as follows: 0
1 Obs_erv_ed
; w , Projection _

« 031 + 0.78“ ¢ 1, 00595, 028w ; - = 'PI"O]E'C'(IO'n wllth'glol')al 'factlors' Qv

° 178 85 1.32 208 CRdEsggEEsEe gt agag:

032G 034w0, , 03200, , ZRIRIIIIILIKRIIRKRKRRIRKRIR’RR
(2 36) 090 089 T o Source Prepared byBanco de Méxicavith data from the Federal Reserve Bank of St. Louid

- (0.90) : (1a) theu.s. Census Bureau, FraydOsborne (2017)OECDand IMF.

303  026“Y, 021“¢, 067,

w0 —

o =372)" (246) T (241) T (424) (1b)
057¢y ;, 015W, , 058 ,
(354) © (094) 308
010 .G, .
276 0o
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Chart 2
Inflation Forecast within the Sample
Base scenario and scenario excluding automatization, annual change
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Source: Prepared by Banco de México with data from the Federal ResemkeoBSt. Louis,

the U.S. Census Bureau, Frey and Osborne (2017), OECD and IMF

4. Out-of-sample Projections and Risks to Global Financial
Stability

The obtainedeconometric resultare used to estimate the

impact on inflation in the U.Sausedbythe fiscal impulse or

the possibility thathe effect ofglobal factorss smaller(that

is, that the Phillips Curve steepens again), due tostngein

protectionist measures. As mentioned above, the used modeThe results of this exercise show that, indeed, globalization an

only considers one of the channdtsrough which global
factors affect inflation. Other elements that can also affect it
are not considered explicithChart 3 shows the inflation
forecast that would be obtainethcludingande xcludingthe
impact of the fiscal impulse. Chart 4 repeats the exerfcse

the case of global factors. The results suggest that both thgrote ctionistmeasures could exercisgwardpressure on the
greater fiscal impulse and a scenario in which a protectionistnflation dynamics, generating a series of risks to globa

policy isadoptedcouldraiseinflation in the U.S.

Thus, the expansionary fiscal policy and greater protectionisnReferences
are risk ctors that could lead to inflation surprises inthe U.S,,, dz& NI

and, therefore, to higher unanticipated interesates,
promptinghigher volatility in international financial markets.
Chart 3

Out-of-sample Inflation Projection
Base scenario and scenario excluding the fiscal impulse, annual change

L

2:5]

Observed

Projection

Projection excluding the fiscal impulse

0 T T T T T T T T T
2014 2015 2016 2017 2018 2019 2020 2021 2022 2023
Note: Charts should not bénterpreted as inflation forecasts in the U.S., but rather as

Chart 4
Out-of-sample Inflation Projection
Base scenario and scenario with higher protectionism, annual change
3

1.5
— Observed
! Projection
0.5 Projection with a higher degree of
proteccionism
0 T T T T T T T T T

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023

Note: Charts should not be interpreted as inflation forecasts in the U.S., but rather as
illustrative exercises to evaluate the possible impact of the fiscal expansion and greate
protectionism on inflation in the U.S. That is regardless of the fact thaevtsl also depends
on other factors.

Source: Prepared by Banco de México with data from the Federal Reserve Bank of St. Loy
the U.S. Census Bureau, BEA, US Congressional Budget Office CBO, Frey and Osborne (2]
OECD and IMF.

5. FinalRemarks

automatization have negatively affected the inflation
dynamicsThe results also allow to derive tpeojectionsof the
inflation dynamics that are consistent with the estimated
model. Theserojectionssuggest that the fiscal impulse
approved in the U.S. and the potential implementation of the

financial stability.

wd | o3 2ZNA 22 [/ & 9P
globalisation of inflation: the growing importance of global
@l £ dzS OKlI Ay a o¢ L{ 22N} Ay3
Frey, C. Bandh 302Ny Sz a® | ® 6Hn
SYLX 28YSyidyY K2¢g adzaOSLIiAGf §
Technological Forecasting and Social Change, 1142854
International Monetary BEnd (April, 2018)World Economic
Outlook Cyclical Upswing, Structural ClganWashingtorDC.

illustrative exercises to evaluate the possible impact of the fiscal expansion and greater
protectionism on inflation in the U.S. That is regardless of the fact that its level also depends
on other factors.

Source: Prepared by Banco de México with data from the Federal Reserve Bank of St. Louis,
the U.S. Census Bure&EA, US Congressional Budget Office €B&),and Osborne (2017),

OECD and IMF
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2.1.3. Inflation Trends Abroad

A number of advanced economies exhibited
recoveryin wagesprompted bya lower slack in their
respective labor markets, which, along with higher
energy prices starting from the second half of 2017,
contributed to a gradual increase in inflation and
inflation expectations (Chart 10).

10

Chart 10
Slack Conditions in the Labor Mgt in Advanced Economies
Unemployment Gap
In percentage points

X~ ——us NM&“"\?&
-1 Japan =
2 Eurozone
. Canada
3 UK. April

2008 2010 2012 2014 2016 2018
Source Prepared byBanco de Méxicaith data fromCBOOECDEconomic
Outlook,November2017and National Statistical Offices

In particular, in the U.S., inflation continued to
increase during the analyzed period, which reflected
a lower slack in the economy, the reboumdanergy
prices that had been observed since R2id17, and,
recently, the fading of the impact generated by a
drop in telecom prices at the beginning of last year.
Thus, the personal consumption deflator attained the
Federal Reserv@% target in March, afr having lied
at 1.7% in December, while the core component
increased from 1.5% to 1.9% in the said period (Chart
11).
Chart 11
Inflation in the U.S.

Personal Consumption Deflator
Annual percent change, s. a.

Headline
Core

March

0

2014 2015 2016 2017 2018

s. a. / Seasonally adjusted figures.
Source BEA.

In addition, other indicators, such as the producer
price indices and imporhdices kept reflecting higher
upward pressures, which could eventually pass
through to consumer inflation. In addition, inflation
expectations derived from financial instruments have
approached the Federal Reserve 2% target, although
they imply a higherisk that inflation could exceed
this target over the following months (Chart 12).
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Chart 12
Inflation Expectations in the U.S.
Distribution of 2yearInflation Expectationsimplicit
in Hnanciallnstruments
Probability in percent
Over 2%
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Note: Expectations obtained from swap contracts in which one counterparty
agrees topay a fixed rate in exange br receiving a referenced payment at
an inflation rate over a specified period.
Source: Prepared by Banco de México with data framoiBberg.

Both in Japanand in the Eurozone inflation has
NEYIFAYSR o06St2¢ GKS NBa
targets. In adition, inflation has been interrupted in
both cases by its gradual upward tremdused by
some idiosyncratic factors (Chart 13). In the
Eurozone, headlinmflation went down from 1.4% in
December to 1.2% in April, despite higher prices of
food and energyproducts, while the core indicator
shifted from 0.9% to 0.7%, as a result of the effect of
the month change of the Holy Weddetween 2017
and 2018 onto some items in the price index. In
Japan, consumeinflation subsided from 0.9% to
0.7% in annual terms the referred period due to the
lagged effect of the drop in energy priceShe
measurement excluding fresh foods and energy
products went up from 0.3% to 0.4%etween
December andApril, a rebound which is in part
attributed to the fadingout of the effect of significant
discounts on cell phones at the beginning of last year.

Chart 13
Inflation in the Eurozone and Japan
Annual percent change

Eurozone
Japan 1/
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1/ Excludes the effect of the higher consumption tax.

Source Eurostatand Japan Statistics Bureau
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A number of emerging economies, including those
whose cyclical position was more affected loggb in
commodity prices several years ago, tended to
maintain a relatively low inflationin many cases
below the targets of the respective central banks
(Chart 14). However, in the economies such as
Argentina, Turkey, Ukraine, among others, it
remained dove its target, largelgiue toidiosyncratic
factors.

Chart 14
Inflation in Emerging Economies
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2.1.4. International Monetary Policy, and Financial
Markets

In the period covered in this Report, some of the
central banks of developed economies continued
shift at different rates towards a more neutral
Y2ySGl NE LRtAOCE aldl yoS:s
position relative to its economic cycle and inflation
pressures each of theffiace Although this process is
expected to continue at a gradual pace, there is
greater uncertainty ovethe inflation evolution in
some of these economies, especially in th&. Thus,

a sudden inflation hiken the U.S.could lead to
higherthan-expected interest rates andcould
prompt higher volatility in international financial
markets.

As anticipated,in its May meeting the Federal
Reserve maintained its federal funds rate within the
range of 1.5% and 1.75%, after increasing it by 25
basis points in Marchin its last projections, this
Institute adjusted its growth forecast for 2018 and
2019 upwards, ifight of the expected impact of the
fiscal impulse, while it lowered its expectations for
the unemployment ratesuggestinghat it would lie

11

Ay



Banco de México

below its estimatefor the long term Althoughthe
Federal Reserveonfirmed itsprojection of gradual
incrementsfor this target range, it observed a shift
towards higher rates in its forecasts for subsequent
years. In its last press release, the Federal Open
Market Committeenoted that inflation approached
its 2% symmetrical goal, and expectedlation to
fluctuate around this level in the medium term. In
addition, it its last Minute it was stressed that most
Federal Open Market Committee members
considered it necessary to increase its reference rate
again in the near future.

In its last two meetings, the Europe&@entral Bank
(ECBJeft unchanged its monetary policy stance and
reiterated that the benchmark interest rates will
remain unchangeafter the asset purchase program
has been concluded’he ECB noted that this program
will persist at least until Septembemd that the
moderation of the economic activity in the first
guarter of the yearcould mainly derive from
transitory factors. In addition, it indicated that,
although risks are balancethe externaloneshave
increased, in particular those relative to the
implementation of protectionist policies.

In its last meetings, the Bank of Japan maintained
unchanged its shofterm deposit rate, the target for
long-term government bonds and the amount of its
asset purchase program. In its quarterly report on the
economic outlook the Bank of Japan marginally
increased its growth forecasts and inflation, and
eliminated the sentencstatingthat inflation would
reach its target in 2019.

Meanwhile, since its meeting of Novemb#re Bank

of England has maintained itsference interest rate
unchanged. Although in its meeting of May the Bank
of England reiterated the need to continue with the
gradual adjustment ats monetary policy, it stressed
that the effects of the Pound Sterling depreciation on
prices have faded &er than expecteddespite a
greater uncertainty over the growth outlook in the
short term.

Among emerging economies, the outlook for
monetary policy actions remained heterogeneous.
On the one hand, there wasscertain easing in such

countries as BraziGolombia, Peru, Russia and South
Africa, where inflation continued to subside or
remained lowMeanwhile, reference rates increased

12

in Argentina, Indonesia, the Czech Republic, Romania
and Turkey, in some cases as a response to their
position in the econmic cycle and in otherdue to
greater instability and inflation pressures.

International financial markets displayed volatility in
the period covered by this Report (Chart 1%).
particular, stock markets in advanced economies
presented bouts of strongplls at the end of January
and March, although recently there has been a
certain recovery, backed by solid corporate reports
(Chart 16a)In the U.S., greater uncertainty over the
inflation trajectory and the increase the issuance of
Treasury instrumets as a consequence of the fiscal
stimulusprompted higher interest rates throughout
the yield curve during the reported period, especially
in short and mediumterm instruments (Chart 16b).
In the same vein, interbank and corporate bond
interest rate spradsexpandedMeanwhile, after the
depreciation of the U.S. dollar at the beginning of the
year, during the last weeks it appreciated, supported
by greater interest rate spreads, and, as mentioned
above, by the expectation of a greater divergence in
the monetary policy adjustment rates between the
U.S. and other advanced economies.
Chart 15
Volatility in International Financial Markets
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Chart 16 Chart 17
Financial Markets in Advanced Economies Financial Makets in Emerging Economies
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year, capital flows to these economiesave 200
moderatedstronglyover the last weeks, reftéing a

lower appetite for risKChart 17a). This also ledto a 1%
significant ~ depreciation  of most emerging . |z
SO2y2YASaQ OdzZNNBEYOASa | yR|W™
which in some caseswere accompanied by 50 1
interventions in the exchange markets (Chart 17b).
Thus, spreads between interest rates of advanced 2014 2015 2016 2017 2018

economies broadened and there was a fall in stock 1/ The :samplg cvovers tvhe fundsAu§ed for thg sal_e and pl{rchase otemergving .
markets, in particular in economies with more Zi?:lztﬁgtﬁgpc?rt?oﬁ) pe?foﬁrlr.]azlci :nd ;x%:nge?afeﬁdl?uztrientgs FRAUSNER
pronounced macroeconomic imbalances (Chart 17c¢). Source Emerging Portfolio Fund Research; Bloomberg.

India

2.1.5. Risks to World Economic Outlook

In conclusion, risks to the worktonomic outlook in

the short term appear balanced. Indeed, the
expectation that growth will continue is congruent

with the fiscal impulse in the U.S. and the recent
evolution of productive activity and global trade,

which is reflected in the performancd consumers

YR o0dzAAYS43484Q O2yYTFARSYOS
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prospective indicators of the global economy.

Nonetheless, weakness of economic indicators of
some of the main European economies and other risk

remaina sourceof uncertainty,mainlyrelative to
crude oil prices.

factors have raised the uncertainty over the duration N addtion, there are risks that can generate an
of the current expansion cycle. In addition, for the €nvironment of greater volatility in international

medium and long terms, risks to the world expansion

have increased. Some of them are:

A change to the regional and global integration
model, if the amount of initiatives in favor of trade
liberalization continues to decrease and the
imposition of tariff and norariff measures
increases, which could imply serious
repercussions to the global econonmegatively
affecting growth, inflation and financiaharkets*
In this context, there is still uncertaintelated to
the NAFTA renegotiations and the future relation
between the U.K. and the European Uni@m the
other hand, despite the recent easing of trade

conflicts between the U.S. and China, new
scenarios of tensions cannot be ruled out insofar

as the negotiation process between the two
countries is not concludetl.

i. A greaterthan-anticipated economic deceleration

in China could affect global demarfémong other
reasonsthis may bedue to possible disruptions
caused by a sudden and abrupt adjustmenthia

financial system of China, or as a consequence of

the implementation of protectionist trade
measuresn the U.Sagainst the said country.

The materialization of geopolitical event&
different regions.This could influenceconomic

I 3 S ydinfaléhcdevels,and thusaffect financial
markets, consumption and investment. In
particular,a greater rislof an escalating conflict in
the Middle East should be mentioned, as it would

financial markets,further limiting the sources of
financing to emerging economieSomeof them are

i. A further increase in the uncertainty over the
inflation ewlution in some advanced economies,
possibly leading tohigher interest rates than
those that are currently expected.

ii. A deterioration in the balance sheets of some
financial intermediariescaused by a global
environment of higher interest rates.

iii. High irdebtedness levels of the private sector and
macroeconomicimbalancesin some emerging
economies.

Finally, it should be noted that one of the main risks
to the world economy is that the current period of

generalized growth would promote the complacency
of the authorities in charge of economic policies. In
particular, that they would fail to adjust the monetary

policy stances in view of the current risks to growth
and stability in international financial markets.

4 |n particular, higher production costs of businesses Kn@l dz& S K 2 f R S@bsequentlythe U.S statedits intentionto impose higher duties on
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lower purchasing power would have consequences on consumption,
investrent and employment. In addition, higher uncertainty

generated by this environment would delay consumption and
investment decisions, and higher volatility would be observed in

financial marketsSimilarly, the potential growth would be lower due
to a smalle increase in productivity.

In March, the U.S. governmemnnounced 25% and 10% duty on
imports of steel and aluminum articles, respectively, from a number of
countries, including Chin#n response, China announced an increase
in duties on imports fronthe U.S., which amounted to USD 3 billion.

Chinese imports by an amount of USD 150 billion, which, in turn,
resulted in an announcement that China would impose equivalent
retaliatory measures. Commercial tension between China and the U.S.
subsided at the end of May, in light of a tentative agreement so that
China increases its imports of agricultural and energy products from
the U.S. Given the possible agreement between the two countoe
generate more favorable conditions for trade in manufactures and
services, to strengthen the cooperation in the field of intellectual
property, the U.S. government specified that for the moment it would
not impose tariff measures on China.
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2.2. Evolution of the Mexican Economy

2.2.1. EconomidActivity

In the first quarter of 2018, economic activity in
Mexico continued to gain strength and even
registered a growth rate higher than in the previous
one. This rebound was especially fuelled by the
ReylYAay 2F (KS
in industrial activity. Thushis developmentstands in
contrast with the slowdown in the first three quarters
of 2017 and with the weakness of some aggregate
demand components that has been observed until
the third quarter of that year, especially in
investment. In particular, in the first quarter of 2018
exports maintained high dynamism and private
consumption kept expanding, although at a lower
rate as compared to the previous quarters, while
investment rebounded relative to the weakness it
had dispayed since late 2015.

Delving in the performance of external demand, in
the period of Januarg March 2018 manufacturing
exports maintaineda marked growing trend, both
destined to the U.S. and the rest of the world, which
wasin linewith the persistenstrengthening of global
economic activity (Chart 18a). By type of good, this
performance was observed both in automotive and in
non-automotive exports (Chart 18b and Chart 18c). In
the reference quarter, oil exports increased, although
they arestill lower than the ones registeredefore
the drop in oil prices in mi@014. This progress was
due toa higher average priagf the Mexican crude oil
blend for exports, while the platform of exported
crude oil remained at a level similar to that of the
previous garter (Chart 18d).
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d) Oil Exports and Crude Oil Exports Platform Chart 19
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As regards the evolution of domestic demand, the b) Domestic Retail Sales of Light Vehicles and
increase in private consumption in the reference o Revenues of Retail Businesses
period is mainly accounted for by the recovery in the Domestic retall sales of ight vehicles
consumption of services, wdh could have reflected 150 | Retall revenues
the fading of the negative effects of the September
2017 twin earthquakes, while the consumption of |
goods had a weak performance (Chart 19a).
i. Regarding the consumption determinants, in the ]
first quarter of 2018 the real wage hificreased, o0
prompted bythe increment in salaried employed Aol
population, and the fact that the real average - March

income reduced at a lower rate, which stands in s012 2013 2014 2015 2016 2017 2018
contrast withthe reported decreases throughout

2017 (Chart 203_)_ Consumer credit kept expanding s.a. / Seasonally adjusted and trend data. The former is represented by a solid
line, the latter by a dotted line.

at mocerate rateswhich werehigher than in the 1/ Prepared and seasonally adjusted by Banco de Méxicludies: national

previous quarter. Finally, incomes from gnd imp0)rtecé@Jé)t;d%.2 Qa b1 A2 y(EENWY, KEG Byirhrad by 8 4 G & v
. . - . ource a)a a - U , . pard ead
remittances remained partlcularly hlgh (Chart Banco de México with data from the Mexican Automotive Industry Association

20b), while consumer confidenagrew in April, (AMIA) and the Monthly Survey of Commercial Establishments (EMEC), INEG
although it still remains at relatively low levels
(Chart 20c).

ii. More timely consumptionindicators, although of
a smaller coverage, performed heterogeneously.
In particular, light vehicles salawaintained a
negative trajectory, while the revenues of retalil
businesseslightlyrecovered with respect to the
evolution during most of 207 (Chart 19b).
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Chart 20
Determinants of Consumption
a) Total Real Wage Bill
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Real wage bill

Real average income

Salaried employed population
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In December 2017 and the first two months of 2018
investment recovered, as compared tts weak
performance since late 2015 (Chadta). This growth
reflected the rebound of investment in construction,
which was largely associated to the reconstruction
efforts in the wake of the September earthquakes
more construction in some cities in the Northern
region of Mexico, certain publicnfrastructure
projects; as well as the recent recovery of investment
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b) Remittances
Billions, USD and constant Mp&\a.
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1.7 A  25.6
1] - 218
13 ' ' " T T T T T .Marcrf 18.0
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¢) Consumer Confidence
Index Januar22003=100s. a.
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April

65

2012 2013 2014 2015 2016 2017 2018

s. a. / Seasonally adjusted and trend series. The former is represented by a
solid line, the latter by a dotted line.

1/ Prices as of the second fortnight of December 2010

Source a) Prepared byBanco de Méxiconith data from the National
EmploymentSurvey (ENOBNEGI. b) Banco de Méximad INEGI. cNational
Consumer Confidence Sury@®NCO), INE@hdBanco de México.

in machinery and equipment (see Box 2).

Within spending on construction, in December
2017 and during January February 2018the
residential component displayed a favorable
change of tend, which could have begmompted

by the aforesaid reconstruction efforts and the
recovery of this activity in the Northern region. In
contrast, nonresidential construction maintained
a negative trajectory, mainly derived from lower
construction of indstrial premises and shopping
malls (Chart 21b). By contracting sector, in the
analyzed period private investment in
construction recovered, which reflected a better
performance of the housing component, while the
non-residential component appears to have
stopped declining. Similarly, in early 2018 the
improvement in spending on public investment in
construction(that had been observed during the
second half of 20X)7persisted, after it showed a
declining trend since late 2015, which was
associated to a nuber of public infrastructure
projects and the reconstruction of buildings and
the infrastructure damaged in the September
earthquakes, hospitals, schools, offices, hydraulic
constructions, amongthers(Chart 21c).

. Within the machinery and equipment compent,

in the period of Januarg February 2018, the
domesticcomponentimproved incipiently while
the imported component maintainethe strong
dynamism that had been observed since late
2017. The performance of the latter reflected
higher capital goods ingsts in the mining and
power generationsectors which could be related
to the impact of the Energy Reform, as well as in
the subsector of transport equipment and
transport services, among others.
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